How do UK-based foreign exchange dealers think their market operates? by Cheung, Yin-Wong et al.
 WORKING PAPERS SERIES 
WP99-21 
 
 
 
How do UK-Based Foreign Exchange 
Dealers Think Their Market Operates? 
Yin-Wong Cheung, Menzie Chinn and Ian Marsh 
HOW DO UK-BASED FOREIGN EXCHANGE DEALERS THINK
THEIR MARKET OPERATES? 
Yin-Wong Cheunga, Menzie D. Chinna, and Ian W. Marshb*
June 1999
Abstract: This paper summarises the results of a survey of UK based
foreign exchange dealers conducted in 1998.  It addresses topics in three
main areas: The microeconomic operation of the foreign exchange
market; the beliefs of dealers regarding the importance, or otherwise, of
macroeconomic fundamental factors in affecting exchange rates;
microstructure factors in FX.  We find that heterogeneity of traders’ beliefs
is evident from the results but that it is not possible to explain such
disagreements in terms of institutional detail, rank or trading technique
(e.g. technical analysts versus fundamentalists). As expected, non-
fundamental factors are thought to dominate short horizon changes in
exchange rates, but fundamentals are deemed important over much
shorter horizons that the mainstream empirical literature would suggest.
Finally, market ‘norms’ and behavioural phenomena are very strong in the
FX market and appear to be key determinants of the bid-ask spread.  
JEL number: F31
Keywords: Foreign exchange, survey, microstructure, technical analysis
a Department of Economics, Social Sciences I, University of California, Santa
Cruz, CA 95064.
b Department of Banking and Finance, City University Business School, Frobisher
Crescent, The Barbican Centre, London EC2Y 8HB, and CEPR, Goswell Road,
London EC1V 7RR.
* Corresponding author.  Tel 0171 477 8609, email i.marsh@city.ac.uk.
This study was begun while Marsh was at the University of Strathclyde and he is grateful for the
grant that financed the survey.  We would also like to thank, without implication, Torsten
Boehler (BNP), Mark Clark (Indosuez), Hugh Macdonald (Royal Bank of Scotland), Ronnie
MacDonald, Marcin Przybyla, Mark Salmon, Jamie Thom (Bank of England), Michela Vecchi
and seminar participants at City University, Central Bank of Malta and the Bank of Valletta for
assistance and helpful comments.
NON-TECHNICAL SUMMARY
This paper seeks to add to our knowledge of the actions of foreign exchange traders
by presenting the results of a survey of their beliefs and actions.  
It addresses three main topics: 
1. The microeconomic operation of the foreign exchange market: the trading
techniques used by FX dealers, who traders deal with, and the mechanisms by
which they trade; 
2. Traders’ views on exchange rate determination: the perceived relevance of the
concept of fundamental value, the factors that traders think important in
determining exchange rate changes over a range of horizons, and the
predictability of exchange rate trends over the same range of horizons; 
3. Further market microstructure factors: the size of bid-ask spreads, and the
factors that determine spreads.
The results point to three areas of divergence between academic writing and traders’
views:
1. Fundamental value is seen as a relevant concept by a large proportion of traders
at horizons much shorter than mainstream academic theory can explain.  Over
half the respondents think exchange rate changes over a six-month horizon (or
less) accurately reflect changes in economic fundamentals.  The academic
consensus is closer to thirty-six months.
2. ‘Speculative forces’ appear to be an important factor in determining short-term
currency movements.  This is over and above the contribution made by
economic factors, news, technical trading effects and bandwagon effects.
Answering the question of what factors precipitate speculative flows in addition
to the alternatives may contribute to our knowledge of exchange rate
determination.
3. Although much has been made of the differences between chartists and
fundamentalists, this survey shows very little evidence of systematic differences
of opinion between these two groups.  However, there is clear evidence of
heterogeneity in the foreign exchange market as a whole. There is no consensus
among traders on a wide range of important issues relating to fundamental value
and the determinants of exchange rate movements.
The results also suggest a new answer to an old puzzle.  The concept of purchasing
power parity as a measure of an exchange rate’s fundamental value is supported by a
sizeable proportion of traders.  However, a much smaller percentage of respondents
would trade in such a way as to move exchange rates closer to PPP levels. This
suggests an alternative reason for the ambiguous empirical results of tests of PPP.  In
addition to the standard arguments such as measurement difficulties and price frictions,
traders, who jointly determine exchange rates, in the main do not act so as to restore
equilibrium.
Finally, the results point to a new puzzle.  Traders do not vary their bid-ask spread
either very often or for some of the reasons thought important in the microstructure
literature.  Instead, market convention appears to exert a strong hold over traders.  Why
this is so deserves further research, and the importance of ‘market norms’ should be
incorporated into microstructure models.
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3.2 Purchasing power parity and fundamental value
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3.3 Exchange rate forecastability
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3.4 Technical analysts and fundamental traders
L'$".)#-$*5.7#;$6B3+$,'$6*-#$,"$)+#$4,)#0*)B0#$./$)+#$-,//#0#")$)0*-,"1$')0*)#1,#'$*"-$*3),."'$./
/B"-*6#")*4,')'$*"-$)#3+",3*4$*"*48')'@$$D"$)+,'$'B5J'#3),."$0#'(."'#'$*0#$-,'*110#1*)#-$58$)0*-#0
)8(#$,"$*"$*))#6()$).$'##$%+#)+#0$)0*-#0'H$7,#%'$."$)+#$0#4#7*"3#$./$/B"-*6#")*4$7*4B#$-,7#01#
',1",/,3*")48@$$D"$'+.0);$)+#$*"'%#0$,'$)+*)$)+#8$-.$".)@
A0*-#0'$ %#0#$ 34*'',/,#-$ *'$ /B"-*6#")*4,')'$ 9)#3+",3*4$ *"*48')'?$ ,/$ )+#8$ '#4#3)#-
/B"-*6#")*4$*"*48','$9)#3+",3*4$)0*-,"1$0B4#'?$*'$)+#$5#')$%*8$).$-#'30,5#$)+#,0$)0*-,"1$6#)+.-@
Q,"3#$'#7#0*4$)0*-#0'$3+.'#$5.)+$.(),."';$)+#'#$)%.$3*)#1.0,#'$*0#$".)$6B)B*448$#234B',7#$5B)$)+#
.7#04*($ ,'$ ."48$ *$ '6*44$ (0.(.0),."$ ./$ #,)+#0$ 3*)#1.08@$ $ A+#$ (0.(.0),."$ ./$ )0*-#0'$ ,"$ #*3+
34*'',/,3*),."$0#'(."-,"1$(.',),7#48$).$)+0##$-,//#0#")$FB#'),."'$."$/B"-*6#")*4$7*4B#$%#0#$)+#"
3*43B4*)#-;$ *"-$ )+#$ 0#'B4)'$ 10*(+#-$ ,"$ /,1B0#$ <@$ $ ^FB*4$ 4#7#4'$ ./$ *10##6#")$ /.0$ )+#$ )%.
34*'',/,3*),."'$%.B4-$0#'B4)$,"$(.,")'$."$)+#$Wab$4,"#@$$
A+#0#$,'$(#0/#3)$*"-$B"*",6.B'$*10##6#")$)+*)$,")0*-*8$3+*"1#'$,"$)+#$#23+*"1#$0*)#$-.
".)$0#/4#3)$3+*"1#'$,"$/B"-*6#")*4$7*4B#$9(.,")$<\@D;$*)$)+#$.0,1,"$./$)+#$/,1B0#?@$$KB"-*6#")*4,')'
*0#$6.0#$,"34,"#-$).$*10##$)+*)$#23+*"1#$0*)#$3+*"1#'$0#/4#3)$/B"-*6#")*4$7*4B#$3+*"1#'$,"$)+#
6#-,B6$*"-$4."1J0B"$9',"3#$(.,")'$<\@N$*"-$<\@:$4,#$'.6#$%*8$5#4.%$)+#$-,*1."*4?@$$Q,6,4*048;
)+#8$*0#$6.0#$4,&#48$).$0#(48$)+*)$/B"-*6#")*4$/*3).0'$*0#$&#8$-#)#06,"*")'$./$#23+*"1#$0*)#
6.7#6#")'$.7#0$)+#$6#-,B6$0B"$9<a@N@/B"-?@$$A#3+",3*4$*"*48')'$*0#$6.0#$4,&#48$).$*10##$)+*)
5*"-%*1."$#//#3)'$*0#$*"$,6(.0)*")$/*3).0$,"$-#)#06,","1$,")0*-*8$#23+*"1#$0*)#$6.7#6#")'
9<a@D@5*"-?$*"-;$'B0(0,',"148;$ )+*)$TTT$3*"$5#$B'#-$).$1*B1#Z(0#-,3)$#23+*"1#$0*)#'$ ,")0*-*8
9<[@D?@$$c#7#0)+#4#'';$)+#'#$-#7,*),."'$/0.6$#FB*4,)8$*0#$'6*44$*"-$)+#$3.00#4*),."$5#)%##"$)+#
0#'(."'#'$,'$*46.')$=a$(#03#")@$$KB0)+#0;$*$"."J(*0*6#)0,3$)#')$./$,"-#(#"-#"3#$5#)%##"$0#'(."'#
*"-$)#3+",FB#$,'$."48$',1",/,3*")$/.0$FB#'),."$<\@N@$$
12
A+#0#$*0#$-,//#0#"3#'$5#)%##"$/B"-*6#")*4,')'H$*"-$ )#3+",3*4$*"*48')'H$7,#%'$."$ )+#
(0#-,3)*5,4,)8$./$)0#"-'@$$L)$#*3+$./$)+#$)+0##$+.0,I."';$/B"-*6#")*4,')'$*0#$6.0#$.(),6,'),3E$)+#8
1,7#$*"-$*7#0*1#$0#)B0"'$./$`@`a;$9V@\\?;$*"-$oV@\[p$*)$,")0*-*8;$96#-,B6J0B"?;$*"-$o4."1J0B"p
,")#07*4';$%+,3+$3*"$5#$3.6(*0#-$%,)+$)#3+",3*4$*"*48')'H$*7#0*1#'$./$`@<W;$9`@[W?;$*"-$o`@=`p@
c#7#0)+#4#'';$ *4)+.B1+$ 'B11#'),7#$ ./$ *$ 0#4*),."'+,($ 5#)%##"$ )+#$ ,6(.0)*"3#$ ./$ #3.".6,3
/B"-*6#")*4'$*"-$#23+*"1#$0*)#$(0#-,3)*5,4,)8;$)+#'#$-,//#0#"3#'$*0#$".)$')*),'),3*448$',1",/,3*")@
$ D)$ ,'$".)$(.'',54#$ /0.6$)+#'#$0#'(."'#'$ ).$*01B#$ )+*)$ )+#0#$*0#$'8')#6*),3$-,//#0#"3#'
5#)%##"$)#3+",3*4$*"-$/B"-*6#")*4$)0*-#0'H$5#4,#/'$."$/B"-*6#")*4'$*"-$)+#$-#)#06,"*")'$./
#23+*"1#$0*)#$6.7#6#")'@$$c#,)+#0$%*'$,)$(.'',54#$).$/,"-$'B3+$-,'30#(*"3,#'$%+#"$.)+#0$)8(#'
./$ )0*-#0$%#0#$3."',-#0#-;$".0$%+#"$ )+#$ 0#'(."-#")'$%#0#$-,'*110#1*)#-$58$'#",.0,)8;$-*,48
)0*-,"1$4,6,)$.0$-#(*0)6#")*4$)B0".7#0@$$N#"&+.//$9<==[?$*4'.$/*,4#-$).$/,"-$3."',')#")$-,//#0#"3#'
5#)%##"$)+#$5#4,#/'$./$%+*)$+#$3*44#-$d0*),."*4$*05,)0*1#B0'e$*"-$d".,'#$)0*-#0'e@
A+,'$,'$".)$).$'*8;$+.%#7#0;$)+*)$)+#$*3),."'$./$)#3+",3*4$*"-$/B"-*6#")*4$)0*-#0'$-.$".)
-,//#0@$$KB0)+#06.0#;$)+#$4#7#4$./$+#)#0.1#"#,)8$5#)%##"$6*0&#)$(*0),3,(*")'$*'$*$%+.4#$,'$+,1+
C$)+#$0#4#7*"3#$./$/B"-*6#")*4'$.7#0$)+#$6#-,B6J0B"$'+.%#-$".$34#*0$3."'#"'B'G$)+0##$-,//#0#")
-#)#06,"*")'$./$,")0*-*8$#23+*"1#$0*)#$6.7#6#")'$0*"&#-$#FB*4$/,0')G$)+0##$/*3).0'$'+*0#-$=\
(#03#")$./$ )+#$7.)#'$.7#0$ )+#$6#-,B6J0B"$)..G$ )+#$0#4#7*"3#$./$TTT$.7#0$)+#$4."1J0B"$ ,'$*'
3.")0.7#0',*4$*6."1$)0*-#0'$*'$,)$,'$*3*-#6,3'@$$U+,4#$%#$+*7#$".)$5##"$*54#$).$#2(4*,"$)+#
-,//#0#")$0#'(."'#'$./$,"-,7,-B*4$)0*-#0'$58$%.0&(4*3#$3+*0*3)#0,'),3'$.0$)0*-,"1$)#3+",FB#;$)+,'
'B07#8$+*'$+,1+4,1+)#-$)+#$7#08$0#*4$-,'*10##6#")'$)+*)$#2,')$5#)%##"$6*0&#)$(*0),3,(*")'@
4. Microeconomic aspects of foreign exchange dealing
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4.1 Bid-ask spreads
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4.2 Liquidity, inventory and information effects
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5. Conclusions
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Categorisation of respondents by daily position limit (US$ millions or Value at Risk),
departmental daily turnover ($ millions), and rank (j denotes a dealer, >j denotes a chief
dealer, and A denotes a treasurer/manager).  One respondent chose the "other" category
and described him/herself as a ‘repo dealer’.  Since his/her daily limit was so much greater
than any other 'dealer' in a similarly sized organisation we chose to categorise this
respondent separately.  Some respondents did not give full information on all three
variables and these are detailed below the table. 
j*,48$T.',),."$:,6,)
g.4B6# M*"& k`a `h$J$a\ a<$J$]a ]h$J<\\ q<\\ g*M
k<\\
j ] <
>j <V <
A a
<\\$C$a\\
j a
>j <V ` <
A V < <
M#(. <
a\\$C$<;\\\ >j V W < < `
<;\\\$C$a;\\\
j < < <
>j V h W V ` <
A < ` < ` W
qa;\\\
>j ` < ` <
A `
Not categorised: 1 dealer in 1,000-5,000 turnover department; 3 chief dealers, one each in 100-
500, 500-1,000 and 1,000-5,000 turnover departments; 1 treasurer with 26-50 daily limit.
Table I
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Traders were asked to select the technique which best characterised their dealing method.
Many traders selected more than one technique.  In the columns headed ‘Total’, the number
of traders selecting a category is given.  In the columns headed ‘Percent’, the proportion
of traders selecting each category is given.$
A#3+",FB# >B00#") K,7#$r#*0'$L1.
A.)*4 T#03#") A.)*4 T#03#")
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>B').6#0$.0-#0'J5*'#- W< V]@Vb Vh VV@\b
KB"-*6#")*4'J5*'#- V] VV@hb VW V<@`b
i.55,"1 W\ Vh@Wb a[ aV@`b
!)+#0 ` <@[b ` <@[b
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Table II
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Dealers were asked to give the proportions of their FX transactions that (a) relate to
interbank and customer business, and (b) are traded via the interbank network, traditional
and electronic brokers.
>B00#") K,7#$r#*0'$L1.
9*? D")#05*"&$5B',"#'' h]@] h]@W
>B').6#0$5B',"#'' V`@V V`@h
95? D")#05*"&$)0*-#' VV@a W]@`
A0*-,),."*4$50.&#0$)0*-#' <a@= W]@<
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Table III
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Traders were asked the following questions relating to fundamental value in FX:
D")0*-*8 N#-,B6J0B"
9%,)+,"$h$6.")+'?
:."1J0B"
9.7#0$h$6.")+'?
(a) Do you believe exchange rate movements accurately reflect changes in the
fundamental value? osB#'),."$<\$."$'B07#8p
r#' V a]@[ []
c. =] W`@` <`
c.$.(,",." \ \ <
(b) Select the single most important factor that determines exchange rate movements
in each of the three horizons listed@$osB#'),."$<ap
P*"-%*1."$#//#3)' `=@V =@a <
!7#0J0#*3),."$).$"#%' V`@[ \@] \
Q(#3B4*),7#$/.03#' `a@V V\@] V@<
^3.".6,3$KB"-*6#")*4' \@h V<@W [`@a
A#3+",3*4$)0*-,"1 <\@V `h@V <<@V
!)+#0 <@] <@a `@<
(c) Do you think the PPP condition can be used to gauge/predict exchange rate
movements?$osB#'),."$<[p
r#' W@[ <h@W WW@V
c. []@W h]@V VW@=
c.$.(,",." ]@[ <h@V `\@[
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Number of respondents that agreed with the question as a proportion of respondents that
expressed an opinion.
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Distribution of the proportions of interbank quotes that differ from the market convention
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APPENDIX A
A SURVEY OF THE U.K. FX MARKET
I. BACKGROUND INFORMATION
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II. ON THE FX MARKET
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